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9 T.C. 786 (1947)

A taxpayer seeking to adjust base period net income for excess profits tax purposes
can claim adjustments for abnormal deductions even if they waive similar claims for
other base period years, provided the deductions fall into distinct classes and meet
the statutory requirements for abnormality.

Summary

Welch Grape Juice Co. sought adjustments to its base period net income to reduce
its excess profits tax liability. The company initially claimed several adjustments
under Section 711(b)(1)(J) of the Internal Revenue Code but later abandoned some
of these claims, strategically focusing on adjustments that maximized its benefit
under the ‘growth formula.’ The Tax Court addressed whether the company could
selectively  claim  these  adjustments  and  whether  the  claimed  deductions
(advertising,  trademarks,  foreign  exchange,  and  bank  failure  loss)  qualified  as
abnormal deductions under the statute. The court ruled in favor of Welch Grape
Juice Co. on the advertising, trademark, and bank failure loss adjustments, allowing
them to be included in the calculation of base period income.

Facts

Welch Grape Juice Co. manufactured and sold grape juice and related products. In
its excess profits tax return for 1942, the company claimed adjustments to increase
its  excess  profits  tax  net  income for  the base period years  (1937-1940),  citing
abnormal deductions under Section 711(b)(1)(J) of the Internal Revenue Code. These
deductions  included  advertising  expenses,  trademark  expenditures,  foreign
exchange losses, and losses from a bank failure. The Commissioner disallowed all of
these adjustments. Welch used the ‘growth formula’ to calculate its excess profits
tax credit.

Procedural History

The Commissioner determined a deficiency in Welch’s excess profits tax. Welch filed
a petition with the Tax Court  for  redetermination.  Welch amended its  petition,
abandoning some of the initially claimed adjustments and focusing on specific items
from the  later  base  period  years.  The Tax  Court  then reviewed the  remaining
disputed adjustments.

Issue(s)

1. Whether Welch could selectively claim adjustments under Section 711(b)(1)(J) for
some base period years while abandoning similar claims for other years to maximize
its tax benefit under the ‘growth formula.’
2. Whether increased advertising expenses in 1940, trademark expenses in 1938 and
1939, foreign exchange losses in 1940 and losses from bank failure in 1940 qualified
as abnormal deductions under Section 711(b)(1)(J) and (K).
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Holding

1. Yes, because Section 711(b)(1)(J) is a remedial statute, and Welch met its burden
of showing that the relief it claimed came within the purview of that section. There
is nothing in the statute or regulations that places on Welch the burden of proving
there were no other deductions in any of the base period years which might be
disallowed as abnormal.
2. Yes, for the advertising expenses, trademark expenses, and bank failure loss; No,
for the foreign exchange losses, because the Tax Court found that the trademark
and advertising expenses were above the 125% threshold, were abnormal for the
taxpayer, and were not a consequence of an increase in gross income or a change in
the business. No, because the foreign exchange deduction was taken and allowed to
correct an error in the statement of petitioner’s gross income from its Canadian
branch.

Court’s Reasoning

The Tax Court reasoned that Section 711(b)(1)(J) is a remedial statute intended to
provide  relief  to  taxpayers  facing unusual  circumstances.  The court  found that
Welch had demonstrated that the increased advertising expenses in 1940 were a
direct  response to  a  price  war initiated by competitors  and were necessary to
maintain sales without cutting prices. This was not a consequence of increased gross
income  or  a  change  in  the  business.  Similarly,  the  trademark  expenses  were
attributable to an unusual number of trademark renewals, and the bank failure loss
was a direct result of the bank’s insolvency, both qualifying as abnormal. The court
rejected the foreign exchange adjustment, finding that it represented a correction of
an error in how the Canadian branch’s profit was originally reported.

Practical Implications

This case clarifies that taxpayers can strategically claim adjustments for abnormal
deductions under Section 711(b)(1)(J) to optimize their excess profits tax credit,
even  if  it  means  selectively  abandoning  claims  for  other  base  period  years.  It
emphasizes the importance of demonstrating that the claimed deductions meet the
statutory requirements for abnormality and are not a consequence of increased
gross income, decreased expenses, or changes in the business. The case illustrates
that deductions resulting from extraordinary, non-recurring events can qualify as
abnormal. “Deductions shall not be disallowed under such subparagraphs unless the
taxpayer establishes that the abnormality or excess is not a consequence of an
increase in the gross income of the taxpayer in its base period or a decrease in the
amount of some other deduction in its base period, and is not a consequence of a
change at  any time in the type,  manner of  operation,  size,  or  condition of  the
business engaged in by the taxpayer.”


